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June17, 2004

Via Electronic Filing

MarleneH. Dortch
Secretary
FederalCommunicationsCommission
445 Twelfth Street,SW
Washington,DC 20554

Re: Noticeof Ex PartePresentation.’ In the MatterofStaleor MootDocketed
Proceedings,CC DocketNos. 93-193,94-65and94-157.

DearMs. Dortch;

Yesterday,June16, 2004 David Lawsonof SidleyAustin Brown andWood, Robert
Quinn Jr. andI met with Daniel Gonzalez,SeniorLegal Advisor to CommissionerKevinJ.
Martin regardingtheabovementionedproceeding.We reiteratedthe statementsandpositions
takenin our previousfilings andusedthe attacheddocuments,includingAT&T’s June

4
th ex

partefiling, as an outline for our discussion.

Consistentwith theCommissionrules, I am filing oneelectroniccopyof this noticeand
requestthat you place it in the recordof theproceedings.

Sincerely,

(1~/J.frLA
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BASIC FACTS

• Other PostretirementBenefitsor “OPEB” obligations are amountsthat the Bells expect to pay in future
yearsto retirees(in the form of medical,dentaland otherbenefits),and arethus effectively a zerointerest
loanfrom employees.

• Prior to 1993,theBells’ reflectedin theirbooks,only OPEB amountsthat theywere actuallypaying,rather
thanamountsthat theyowedto employeesin thefuture.

• In 1991, the Commissionrequiredthe Bells to also reflect future OPEB obligationsas liabilities on their
regulatoryaccountingbooksasofJanuary1, 1993.

• Long-standingCommissionpolicy (and basic economicprinciples) hold that ratesshould not provide a
return on suchzero-costsourcesof funds. Investorsareonly entitled to earnreturnson funds they supply.
Correlatively,to obtain an accuratemeasureof returnsan ILEC is actuallyearning,the ratebasemustbe
reducedto reflect the fact that someassetsare fundednot only by investors,but by OPEB and otherzero
costsourcesof funds.

• TheOPEB liabilities arezero-costsourcesoffunds. TheBellshavethefreeuseofthemoneytheyshowas
OPEB “liabilities” on their booksfor yearsbeforethey actuallyhaveto pay anythingout to the retirees.
1995Price Cap Order, ¶~J292, 307 (10FCCRcd. 8961 (1995)).

• Accordingly, in 1992, theCommonCarrierBureaurequiredthe Bells to deductOPEB amountsfrom their
ratebases(astheyhadlong beenrequiredto do for indistinguishablepostretirementpensionbenefits).RAO
20Letter(7 FCCRcd. 2872(1992)).

• TheBells deductedOPEBsfrom their ratebasein 1992, 1993, 1994and 1995.

• In 1996, the Commissionruledthat the Bureauhad actedbeyond the scopeof its delegatedauthority in

issuingtheRAO 20 Letter. 1996SuspensionOrder, ¶ 19 (11 FCCRcd.2957(1996)).

• The Commissiondid not questionthe substantivecorrectnessof theBureau’sdecision. To the contrary,in
thesameorderthatrescindedtheRAO 20 Letteron that purelyproceduralground,theCommissioninitiated
a proceedingto memorializethe substanceoftheRAO 20Letter in a formalCommissionrule; ninemonths
latertheCommissiondidjust that. OPEBRateBaseOrder (12FCCRcd. 2321 (1997)).

• The Bells seizedupon the few monthperiod betweenrecissionof the RAO 20 Letter and the formal

adoptionofthenewrule asan opportunityto appropriatewindfallsfrom ratepayers.

• Specifically,theBells did thefollowing:

> Theyretroactivelyreversedtheratebasedeductionsfor 1992-1995.

~ By reversingtheratebasedeductionsfor prior years,theBells increasedtheir ratebasefor thoseyears;
thehigher ratebasemadetheir “returns” for thoseyearsappearsmaller; the Bells thencontendedthat
with lowerreturns,theirsharingobligationsin thoseyearswould havebeenlower.

> The Bells then recoveredthosepurported “over-sharing”amountsby adding,as a lump sum, those
amountsto their1996ratesthrough“exogenouscost” increasesto their 1996pricecapindices(“PCIs”).

• The Commissionimmediatelysuspendedthe Bells’ tariffs, orderedan accounting(to ensurerefunds)and
openedandinvestigation. (11 FCCRcd. 7564,¶ 4)

• Thisproceedingis partof thatongoinginvestigation.
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THERE HAS NEVER BEEN ANY DOUBT THAT THE BELLS ACTIONS WERE UNJUST AND
UNREASONABLE

• The Commissionhas alreadyruledthat the Bells’ ratebasepracticeis unjustand unreasonableandwould
allow themto overrecoverby forcingratepayersto pay returnson assetsfundedwith zero-costfunds.

~ OPEBRateBaseOrder, ¶ 19 (12 FCC Rcd. 2321 (1997) (“becausethe amountsrecordedin Account
4310arezero--costsourcesof funds,ratesshouldnotprovideareturnonthoseamounts)).

• TheBells’ thereforeclaimthat theCommissionis powerless,asa legal matter,to stop themfrom exploiting
rule gapsthat they claim bar the Commissionfrom reachingthe undeniablycorrect result in this tariff
investigation.

• The Bells obviously beara heavy burdento demonstratethat the Commissionis without authority to do
whatthepublic interestso clearlydemands.Theyhavenotremotelymetthatburden.

2



AT&T Corp., CCDocketNos. 93-193, 94-65, 94-157

THE BELLS FOCUS ON THE WRONG ISSUESAND THE WRONG RULES

• The Bells focuson whetherthe Commission’s1996 ratebaserules allowedthem to restate1992-95rate
bases(in directcontraventionof theCommission’spolicy with regardto zero-costsourcesoffunds).

> ThePart65 ratebaserulesatthetimeof thesetarifffilings statedthat“[t]he ratebaseshallconsistofthe
interstateportionoftheaccountslisted in Sec.65.820that hasbeeninvestedin plant usedanduseful in
the efficient provision of interstatetelecommunicationsservicesregulatedby this Commission,minus
any deducteditemscomputedin accordancewith Sec.65.830.” 47 C.F.R. § 65.800.

> Because47 C.F.R. § 65.830did not, at thattime, specificallyaddressOPEBs— which is not surprising,
giventhat theOPEB liabilitiesdid not evenexistwhentheratebaseruleswerepromulgated— the Bells
claim thatonceRAO20 hadbeenrescinded,theCommissionhasno choicebut to allow themto restate
theirratebasesfor eachyearfrom 1992-95.

• Thereareatleastthreefundamentalflaws in theBells’ argument.

> First, the Bells’ focus on the Part 65 Rules is misplaced. Assuming,arguendo,that the Bells could
lawfully haverestatedtheirratebasebackto 1992,it doesnotat all follow that it waslawful for themto
usethosechangesto implementmassiveexogenouscostincreasesto theirPCIsandrates,astheydid in
the 1996 tariff filings at issuehere. Their ability to do the latter is governedby the Part 61 price cap
rules, not thePart65 ratebaserules. And the Part61 price caprulesexpresslyand absolutelyforeclose
thechallengedexogenouscost increasesat issuehere.

V Thepricecaprulesallow for periodicadjustmentsto price caps,but only asexpresslyauthorizedby
theformulacontainedin thoserules.

V Ratechangesbasedupon“exogenous”costchangesarestrictly limited.

V Under therules in effect in 1996 (and today), “[e]xogenouschangesrepresentedby the term ‘delta
Z’ in the [currentperiodPCIJ formula. . . shallbe limited to thosecostchangesthatthe Commission
shallpermitorrequireby rule, rulewaiverordeclaratoryruling.” 47 C.F.R. § 61.45(d).

V The Bells do not disputethat they never sought(much less obtained)a rule waiver or declaratory
ruling permitting them to implementthe disputedrate base-restatementgeneratedexogenouscost
increasesto their1996PCIs.

V The Bells have not identified a pre-existing Commission rule that expressly authorizedthose
exogenouscost increases.

• The Bells point to 47 C.F.R. § 61.45(d),which, asone componentto the “delta Z” exogenous
cost factor in the PCI formula, requiresthe Bells to “make such temporaryexogenouscost
changesasmay be necessaryto reducePCIs to give full effect to any sharingof baseperiod
earningsrequiredby thesharingmechanism.”See 47 C.F.R. § 61.45(d)(emphasisadded).

• The“baseperiod” is the“12 monthperiodendingsix monthsprior to theeffectivedateof annual
price cap tariffs.” 47 C.F.R. § 61.3(e). The effectivedateof the Bell’s 1996 tariffs wasJuly
1996,which meansthattherelevant“baseperiod”was 1995.

• Thus,undertheBells’ “sharingtheory,”theycould,at most,invoke § 61.45(d)asajustification
for reflectingreversalof the OPEB deductionfor the 1995baseperiodratebasethat is usedin
theexogenouscostsharingadjustmentauthorizedby thatrule.

• With respectto earlieryears,theBells quiteplainly areseekinganextraordinaryexogenouscost
increaseto their 1996PCIsandratesthat is neitherpermitted,nor required,by anyCommission
rule.
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• And, in any eventthereis a secondindependentcommissionrule that categoricallyprohibitsthe
Bells from increasingtheir1996PCIsto accountfor OPEBsin any year,evenfor 1995.

• In 1995,theCommissionexpressly“limit[edj exogenouscosttreatmentofcostchangesresulting
from changesin theUSOA requirementsto economiccostchanges.” 1995Price Cap Order, ¶
292.

The Commissionunambiguouslyruled that “when an accountingchangethat otherwisemeets
the existingstandardsfor exogenoustreatmentalso affectscashflow, carrierswill be able to
raisePCIsto recognizethis effect,” but “[w]ithout acashflow impact,carrierswill not beableto
raisePCIsto recognizean accountingchange.” Id. ¶~J292, 294 (emphasisadded). Thus, at the
time ofthetariff filings at issuehere, an ILEC wasrequiredto maketwo independentshowings
to justify any exogenouscostincreaseto PCIs: (1) thatthe increasewasauthorizedby rule, rule
waiver or declaratoryorder, and (2) that evenif the increase“otherwisemeets” that standard,
thatit alsohasacashflow impact.

But at thetime theBells filed their 1996 tariffs, the Commissionhad alreadydeterminedin the
same1995 orderthat unfundedOPEB amountsareexactlythe type of accountingchangesthat
haveno economiccost or cash flow impact. Id. ¶ 307. The “cash flow impact” rule is thus
categoricaland fatal to theBells’ 1996 tariff filings.

~ Second,even ignoring the Part 61 exogenouscost rules, and assumingthat the Part 65 rules are
controllinghere(astheBells do), it doesnot follow that theCommissionmustallow theBells’ to make
theretroactiveratebaseadjustments.

V ThePart65 Rulesonly addresshow to computetheratebaseforthecurrenttariff year.

V Nothing in thePart 65 RulesauthorizesLECs retroactivelyto changetheir ratebasesfor prior years;
nordoesit authorizeLECs to computeany under-recoveryfrom suchchangesin thecurrentyear’s
ratesthroughan exogenouscostincrease.

V The Commissionhasampleauthority in this proceedingto determinewhetherits rulespermit such
retroactivechanges.

V The Bells contendthat Part 65 of the Commission’ rules (47 C.F.R. §~65.800-830)containthe
exclusivelist of itemsthat must be includedand excludedfrom ratebasecalculationsand that the
Commissionhas no authority in subsequenttariff investigationsto addressthe proper rate base
treatmentof newassetsor liabilities or othernewcircumstancesthat arenot expresslyaddressedby
therules.

• The Bells readfar too muchinto the ratebaserules. 47 C.F.R. § 65.830simply lists itemsthat
“shall be deductedfrom the interstateratebase.” There is no indication in the rules or any
Commissionorderthat the items that appearin § 65.830at any giventime aremeantto be the
exclusive list for all time, never to be expandedor contractedexcept through prospective
rulemakingsoutsideof tariff investigations.

• Rule 65.830reflectstheneedto reducetheratebaseon which investorreturnsaredeterminedto
reflect thefact that someportionof the firm’s assetshasbeenfundedwith capitalsuppliedfrom
sourcesother than investors— investorsearnreturnson the capital theysupply. All “zerocost”
sourcesof capitalmustbe deductedif returnsare to be properlycalculatedand, of course,not
eventhemostprescientregulatorcouldhopeto anticipateall ofthemyriadforms that suchzero
cost capitalmight take. Thecategoriesexpresslylisted in section65.830at any giventime thus
merelyreflect theonesthathavecometo theCommission’sattentionto thatpoint.
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• The Commissionhas,in fact, neverreadthePart 65 list of inclusionsand deductionsto be so
rigidly exclusiveasto precludecase-by-caseconsiderationof the appropriatenessof particular
costs that have not yet beenspecifically addressedat the time a tariff dispute arises. For
example,in 1995 theCommissionfoundthatAmeritechhadbeenimproperlyincluding an equity
componentin its cashworking capitalallowance,which is includedin theratebase. Ameritech
contendedthat “becausethe equity componentwasnot specifically listed amongthe exclusions
[in the Part 65 rules], it can be included in cashworking capitalcalculationspending further,
more specific pronouncementsby the Commission.” (10 FCC Rcd. 5606, Appendix A ¶ 6
(1995)). Ameritecharguedthat “the applicablerule, Section65.820(d),continuesto be worded
in a way that permits the inclusion of an equity componentin the developmentof the cash
working capitalallowance.” (Id. ¶ 5). TheCommissionrejectedthat argument,and statedthat
“even if the Commissiondid not specifically exclude equity from cash working capital in the
[original rules], the omission in the order cannotlogically or legally be relied upon to justify
includingequity in earliercalculations[i.e., calculationsprior to the Commission’slaterorder
clarifying that equity wasto be excluded].” (Id. ¶ 6).’

• If the Commissionwere constrainedto dealwith eachnewgray or unanticipatedareaonly in a
rulemakinginitiated afteratariff disputearoseandwith rulesthatcouldapply only to subsequent
disputes, as the Bells’ contend, the Bells could with impunity use all new unjust and
unreasonablepracticesthat theCommissionrules havefailed to prophesyto raiseratesin at least
oneannualtariff filing. Thathasneverbeen— andcouldnotrationallybe — the law.

• It is thuswell settledthat in tariff investigations,theCommissioncanaddto its rulesto account
for new circumstancesin a mannerthat is consistentwith the public interestand Commission
policy. “[A] tariff investigation is a rulemakingof particularapplicability under the APA,”
AccessReformTariffOrder¶ 81(13FCCRcd. 14683,¶ 81(1998)),in which“[t]he Commission
routinelymakessignificantpolicy and methodologicaldecisionsbasedon therecordsdeveloped
in tariff investigationsandsuchdecisionsdo not violatethenoticeand commentrequirementsof
the [APA].” (MemorandumOpinion and Order,Implementationof SpecialAccessTar~fftof
LocalExchangeCarriers, S FCCRcd. 4861 (1990);5 U.S.C. § 551(4))

• The Commission thus can in this tariff investigation reject the Bells’ proposedrate base
restatementsto reflect the reality that the Bells’ practicewith regardto OPEBswassimply not
contemplatedoraddressedby ratebaserules.

‘In afootnoteto its May 13, 2004Letter, Verizontriesto distinguishthis caseby notingthattheCommissionin
that order relied on the fact that cashworking capital had “always” been limited to “cash expenses”and
excluded“equity.” VerizonMarch 13, 2004 Letter, at n.4. But that only provesAT&T’s point. Here, the
Commissionhas alwaysheld that zero-costsourcesof funds should be deductedfrom the rate-base,andthat
unfundedOPEB amountsarezero-costsourcesof funds. In the Ameritechcase,the Commissiondetermined
thatequity amountsshouldnotbe includedin cashexpenses.In bothcases,Commissionrecognizedthat those
long-standingprincipleswere not necessarily“explicitly” statedin the Commission’srules or orders. In the
Ameritechcase(~J6), the Commissionstatedthat “even if the Commissiondid not explicitly excludeequity
from cashworking capital . . . the omission . . . cannotlogically or legally be relieduponto justify including
equity in earlier calculations.” Likewise,here,the fact that the Commission’srules during a short 9-month
window in 1996did not explicitly requirethe Bells to deductOPEBamountsfrom their ratebasesdoesnot
meanthat they canlogically or legally include OPEB amountsin their ratebasesin violation of long-standing
Commissionpolicy.
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• Thatis not, astheBells wrongly suggest,tantamountto an unjustifiableabout-faceon theproper
ratebasetreatmentof OPEBs,but the filling of a clear gap in thoserules, which is standard
agencyfare.

• The Commissionwould not be interpretingits rules in a way that “arbitrarily and capriciously
disregarded”the text of those rules as the Court found in SouthwesternBell, but forthrightly,
reasonablyand with fair notice construing and supplementingthose rules to addressa new
practice.

• Theroadto reversalhereis theoneurgedby SBCandVerizonof mechanicallyapplyingtherate
baserules without regard to their core purposes. See,e.g., C.F. Communicationsv. FCC, 128
F.3d 735, 740-41 (D.C.Cir. 1997) (rejectingCommission’sinterpretationofrulesbecause“[t]he
Commission . . . unreasonably. . . ignored the context” of the rules); Corporate Telecom
Servicesv. FCC, 55 F.3d 672, 675 (D.C. Cir. 1995) (rejectingCommission’srule interpretation
asinconsistentwith the“valuestheprovisionis supposedto embody”); WAITRadiov. FCC,418
F.2d 1153, 1157 (D.C. Cir. 1969) (“That an agencymay dischargeit responsibilitiesby
promulgating rules of general applicationwhich, in the overall perspective,establishedthe
‘public interest’ for abradrangeof situations,doesnot relieve it of anobligationto seekout the
public interestin particular,individualizedcases”).

> Third, evenif the Part 65 rules authorizedthe LECs to makeretroactiverate baseadjustments,those
rules would conflict with the Part 61 rules and the 1995 Price Cap Order, which precludethe LECs
from makingexogenouscost adjustmentsto accountfor theOPEBcostsat issuehere.

V This conflict createsan ambiguity in the Commission’srules, which even the Bells concedethe
Commissioncanresolvein this tariff investigation. VZ May 24 2004Ex Parteat 4 (theCommission
has authority to interpret theprice cap rules in tariff investigationswhere“the price cap rules,by
theirterms,areambiguous”).

V And the Commissionalreadyhasdeterminedthat allowing suchexogenouscost treatmentwould
violatethejust andreasonablestandardsoftheAct. 1995Price Cap Order.
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EVEN ASIDE FROM THE PRICE CAP RULES, THE COMMISSION HAS AN INDEPENDENT

OBLIGATION TO REJECT “UNJUST AND UNREASONABLE” RATES

• The Commissionhasan independentobligationto rejectratesthat areunjust and unreasonable.E.g., 47
U.S.C.§~201 & 202.

• As noted,the CommissionalreadyhasdeterminedthatpermittingLECs to recovertheOPEB costsat issue
herethroughexogenouscostincreasesis unjust andunreasonable.OPEB RateBase Order, ¶ 19 (12 FCC
Rcd.2321,¶ 19(1997)).

• Only Verizon attemptsto addressthe Commission’s obligations under the Act to reject unjust and
unreasonablerates. But Verizon’sargumentsdo notwithstandscrutiny.

> Verizon assertsthat the 1996 tariffs areperse lawful becausethey compliedwith the Commission’s
1996pricecaprulesatthat time.

V First, as noted, Verizon’s tariffs did not comply with the Commission’s 1996 price cap rules.
Verizon’s tariff violatedthePart 61 exogenouscostrulesandthe1995Price Cap Order.

V Second,at best,theCommission’srulesin 1996 wereambiguouswith respectto how LECs should
addressthe Commission’s9-monthrecissionof the RAO 20 Order. The rules did not expressly
permit retroactiveratebaseadjustments. And the Commission’sexogenouscost rules precluded
exogenouscost increasesassociatedwith thoseratebaseadjustments.As noted,Verizonadmitsthat
theCommissionis authorizedto resolvesuchambiguitiesin tariff investigationssuchasthis one.

V Third, it is not true that the a tariff that complieswith the Commission’spricecap rules is perse
lawful, and cannotbe reviewedto ensurethat it is just andreasonableasrequiredby theAct.

• The Commissionexpresslyrejectedthat preciseargumentin 1991, immediatelyafteradopting
the price cap rules. Dominant Carriers Order, ¶~J203-206 (6 FCC Rcd 2637, ¶~J203-206
(1991)).

• “U S Westcontend[ed]that ‘thereis no suchthingasan unlawful ratebasedon overearningsin a
pricecapenvironmentwhen . . . all price caprules areadheredto.” Id. ¶ 203 (quotinga U S
West Petition). The Commissionfound “no adequatesupport for th[at] absolutistview.” Id. ¶
206. “The possibility remains. . . that ratesfor specific servicesmay be set at unreasonable
levels, or be unlawful in other ways” and “compliance with the price cap rules does not
necessarilymakethis impossible.” Id.; see also 13 FCC Rcd. 10597,¶ 7 (1998)(“Even under
pricecapregulation,carriersbearan obligationunderthe CommunicationsAct to tariff just and
reasonablerates”); 6 FCC Rcd.4891, ¶~J9-10(1991)(notingthat compliancewith the pricecap
rules is “not the sole criteria on which the lawfulness of a rate in a tariff investigationor
complaintproceedingis resolved”).

• Verizon ignores theseconsistentholdingsand insteadrelies on out-of-contextsnippetsfrom ¶
202 and footnote211 of theDominantCarrier Order. ThoseportionsoftheDominantCarrier
Ordermerely suggestthat acomplaint challenginga carriers’ tariff solelyon the groundsthatthe
carriers’ revenuesare too high would be foreclosed if the carrier complied with the
Commission’spricecaprules. Id. ¶ 202 (“[a] complaintagainsta pricecapcarrier thatis based
solelyuponthetheorythat ratesareunjustand unreasonblebecausetheratesproduced[high] . .

earningswould be dismissed”); id. n.211 (“Only filings that makepricechangeswithin capand
bandlimits arepresumedlawful andstreamlined,and evenfilings thataresubjectto streamlining
may be investigated. The only complaintsforeclosedby price cap regulationare thosebased
upontotal interstateearnings”).
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• These provisions clearly have no application here becauseVerizon’s tariffs are being
investigatednot “solely” becauseVerizon’s total earningswere too high, but becauseVerizon’s
ratebase-generatedexogenouscost increaseto its PCIswasunjustandunreasonable.

• The other orders cited by Verizon (Verizon May 24 Ex Parte at 2-3) merely statethat the
Commission’sprice cap rules were designedto producejust and reasonablerates, and thus
compliancewith thoserulesis necessaryto producejust and reasonablerates. But thoseorders
do not evenremotely suggest that mere compliancewith the price cap rules is sufficient to
producejustandreasonablerates.

~ Verizon also purportsto advancea “new” argumentthat unfunded OPEBsare not really zero-cost
sourcesof funds. But this “new” argumentwas first advancedby Verizon’spredecessor,Bell Atlantic,
and othersin theproceedingthat resultedin the OPEBRateBase Order and,basedon the full record
addressingthat issue,the Commissionproperlyrejectedthe that argument. OPEBRateBaseOrder ¶IJ
16-17.
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THERE ARE NO LEGITIMATE POLICY ARGUMENTS FOR ALLOWING
THE BELLS TO KEEP THE OVERCHARGES

• The Bells argumentsthat the Commissionshould allow them to keep tens of millions of dollars in
overchargeson publicpolicy groundsarebaseless.

• The Commissionhas repeatedlyrecognized,“[e]very customerhasthe right to be chargedlawful rates.”
MemorandumOpinionandOrder, 17 FCCRcd 24201,CommunicationsVendingCorporation ofArizona,
Inc., et al. v. CitizensCommunicationsCompany,17 FCC Rcd 24201,¶ 47 (2002). The Bells, “having
initially filed the ratesand . . . collectedan illegal return . . . .must . . . shoulderthe hazardsincident to
[their] . . . actionsincluding. . . refund[ing]ofany illegal gain.” Id.

• Thereis no legitimatebasisfor allowing theBells,whowerefully on notice thatrefundswould be required
if their 1996exogenouscostincreaseswerefoundto be unlawful, to keepthoseamounts.

• Verizonnonethelessarguesthat the Commissionshould exercise“discretion” to put the Bells in the same
positiontheywould haveoccupiedbut for theBureau’sproceduralerror in issuingtheRAO20Letter.

> But requiring refundswould put the Bells in the sameposition they would have occupiedbut for
issuanceoftheRAO20 Letter.

V The Commissionhas consistentlystatedthat it “agreedwith the Bureau”on the substanceof the
RAO20Letter. OPEBRateBaseOrder ¶~J17-19; 1996SuspensionOrder ¶ 25.

V Thus, if the legal errorcomplainedof hadnotbeenmade— i.e., issuanceoftheRAO20 Letterby the
Bureau,ratherthan the full Commission— therewould have beena binding Commissionorder in
placeduring the 1992-1995periodrequiringdeductionofOPEBliabilities from ratebases.

V Indeed, even in the best casescenariofor the Bells — no RAO 20 ruling by the Bureauor the
Commissionin 1992 — this issuewould havebeenresolvedin the first yearthat theBells attempted
to base sharingon rate baseswithout OPEB deductions. Becausethe Bells have neverhad any
seriousargumentasto why OPEBsshouldnot, like otherzero-costfunds,be deductedfrom therate
base,the Commissionwould havesuspendedthe Bells’ tariffs (as it did thefirst time theytried to
implement their schemein 1996) and expeditiously issued an order that precludesLECs from
includingsuchzero-costOPEBamountsin therate-base.EvenundertheBells’ erroneousview that
sucha rule could operateonly prospectively,that meansthat in the “but for” world that the Bells
posit, theycould,atmost, havegottenawaywith theirschemefor thefirst year(1992).

~ Verizon refersthe Commissionto caseswhereratesadoptedby regulatoryagencieswere found to be
unlawful by reviewingcourts, and wherethe agencieswere permittedto exercisediscretionto correct
the legal error by permitting theutility retroactivelyto recoverthedifferencebetweentheunlawful rates
andnewly-determinedlawful rates. See,e.g., VerizonDirectCaseReplyat 15.

V But, asthe cited decisionsmake clear,the agency’sdiscretionto permit retroactiveratechangesis
groundedin a court ruling that prior ratesadoptedby the agencywere, in fact, held to unlawfully
low levels— the error correctiondoctrine is designedto serve equitableinterestswhen substantive
legal errorshavebeenmade.

V The Bells plainly haveno suchequitableinteresthere. They seekpurewindfalls. And the “error”
that theyrely upon here is not a substantivelegal error at all, but simply a proceduralerror — the
wrong Commissionentity issuedthe plainly lawful ruling that OPEBs, like otherzerocost funds,
mustbedeductedfrom theratebase. Thereis no basisto concludethat theBells’ ratesin 1992-1994
wereunlawfully low — and certainlyno courtdecisionsofinding.

9
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~ Verizonalsoclaimsthat that it would be unfairto issuerefundsbecause“Verizon wassimply following
theCommission’sclear,contemporaneousinstructions.”

V But, asdemonstratedabove,that is not true. Verizon’s exogenouscost increasesviolatedmultiple
Commissionrules.

~ Verizonnextclaimsthatit shouldnot be requiredto issuerefundsbecausethecarriersthatpaidthetens
of millions of dollars in overchargesmay have recovered those overchargesfrom their end user
customersthroughincreasedratesin unregulatedlong-distancemarkets.

V Thatpreciseargumenthasbeenrejectedby the Commission. SeeMemorandumOpinion & Order,
CommunicationsVendingCorporation ofArizona v. CitizensCommunicationsCompany,17 FCC
Red. 24201 (2002). There,defendantsargued,as Verizon does here, “that carriersshould not
receivea refundbecausetheyhavealreadyrecoveredfrom theircustomersthefull [overcharge].

[and therefore]arefundwould amountto doublerecovery.” Id. ¶ 47.

V In rejectingthat argument,theCommissionexplainedthat, in “a marketwith unregulatedprices,the
carrierswereentitled to chargetheircustomersa surchargefor per-callcompensationor, indeed,to
raisetheretail rate to any level they think the marketwill bear. But the recoveryof the surcharge
doesnot underminethe legitimacy of the expectationthat the carrierswould eventuallyrecovera
refundbecausetheypaid an unlawful rate. . . . Carriersmayhavesettheirbaseratesor madeother
businessplansin relianceon suchan expectation,and wewill notdisturbthoseexpectationsbecause
ofthepossibilityofan appearanceof doublerecovery. Indeed,theconceptofdoublerecoveryis not
particularlymeaningfulin amarketwherepricesarenot regulated.” Id.

V In any event,Verizonhasprovidedno evidencethat AT&T or any othercarrierfully recoveredthe
tensof millions of dollarsin overchargesfrom endusercustomers. In fact, it is not evenclearthat
AT&T andothercarrierscould successfullyhaverecoveredtheBells overchargesthroughincreased
rates.

• Basic economicsteachesthat increasedratesresult in decreaseddemand. Therefore,even if
AT&T andothercarrierstried to passon the Bells unlawful overchargesto end-usercustomers,
the demandfor AT&T’s and othercarriers’ serviceswould havedeclinedwhich, in turn, would
havereducedrevenues. And Verizonhasprovidedno evidencethat, evenif AT&T andother
carriersincreasedrates,thecorrespondingrevenuesweresufficiently compensatory.This is fatal
to Verizon’sargument.E.g., MemorandumOpinionand Orderon Reconsideration,1997Annual
AccessTariffFilings, 13 FCCRed 10597,¶ 9 (1998) (finding that“excessive.. . CCL charges.

artificially depress[ed]demand..[and] also. . . transfer[red] . . . revenuesto theLECs from
theirpotentialcompetitors,theIXCs” and“refundsarenecessaryto protectend-users’andIXCs’
interestsin the developmentof competition and in obtainingjust and reasonabletoll calling
rates”).

~ Verizon’sargumentalsofails on fundamentalpolicy considerations.PermittingtheBells to keeptensof
millions of dollars in overchargeswould createadditional incentivesfor Verizon and othercarriersto
implementunlawful tariffs that include substantialoverchargesbecausethey would know that even
whentheoverchargeswereultimatelydeemedunlawful that theywould bepermittedto keepthem.

• Finally, thereis no merit to the Bells argumentsthat they shouldbe immunefrom refundsjust becausethe
Commissionfailed to resolvetheseproceedingsin a timelymanner. TheBells’ earnedawindfall oftensof
millions of dollars financedby AT&T and otherratepayers. Thereis no legitimate basisfor allowing the
Bells to retainthose windfall overchargessimply becausethe Commission,for whateverreason,failed to
completetheseinvestigationsin a timely manner.
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BACKGROUND

• In 1990, theFederalAccountingStandardsBoard (“FASB”) adoptedStatementof Financial
Accounting StandardsNumber 106 (“SFAS-106”), effective December15, 1992, which
establishednewfinancial accountingand reportingrequirementsfor otherpost-employment
benefits(“OPEBs”).

• In December1991,the Commissionissuedan orderthat requiredLECs, by January1, 1993,
to conform their regulatorybookswith the new SFAS-106financial accountingrules. (6
FCCRed. 7560,¶~J3, 5 (1991)).

• Verizon chosevoluntarily to implementthe accountingchangein its regulatory bookswell
before it was requiredto do so, in 1993. Verizon statesthat on December31, 1991, it
notified the Commissionthat it would implement the SFAS-106 rules immediately (and
retroactively)asof January1991.

• In its 1993/94and 1994/95interstateaccesstariffs Verizonsoughtto recoverpurported1991
and 1992 costsassociatedwith its voluntaryearly adoptionof SFAS-106by increasingits
interstateaccessrates,claiming that its voluntaryearly adoptionof SFAS-106 resultedin
“exogenouscost” increasesthatjustified increasesto pricecapindices(“PCIs”).

• The CommissionimmediatelysuspendedVerizon’s tariffs, set an accountingorder(to keep
track of potential refunds)and openedan investigationof Verizon’s tariffs. (7 FCC Red.
2724,¶ 8 (1992)).

1
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VERIZON’S RATE INCREASESWERE UNLAWFUL

• Thereis no longerany disputeon themerits that allowing Verizonto keeptherate increases
it collected in connectionwith the 1991/92 periodof voluntaryearly adoptionwould be to
grantVerizonapurewindfall at theexpenseofratepayers.

> The Commissinruled in 1995 that the proper SFAS-106 accountingchangehad
absolutelyno cashflow or othereconomicimpact. 1995Price Cap Order, ¶ 309 (10
FCCRed. 8961,¶ 309 (1995)).

• Verizon’sargumentthereforeis that the Commission’srulesin placeat thetime of thetariff
filing did not allow theCommissionto reachthecorrectoutcomeandrequirerefunds.

• But there were in fact two separateCommissionrules in place in 1993, eachof which
independentlyforeclosetheVerizonrateincreases.

~ First, the Commission’s1990 Price Cap Order madeclearthat “no GAAP change
canbe givenexogenoustreatmentuntil FASB hasactuallyapprovedthe changeand
it has becomeeffective.” (5 FCC Red. 6786,¶ 168(1990)).

V It is undisputedthat the “effective” dateof SFAS-106 was,asexpresslystatedin
the orderpromulgatingthatrule,December15, 1992.

V The Commission’s rules therefore prohibited Verizon from making any
exogenouscost adjustmentfor any SFAS—106costsincurredprior to December
15, 1992.

V Verizon’s responseis that therelevant“effective date” shouldnot be the dateon
whichtheFASB rule changeitselfbecameeffectivebut insteadthedateon which
Verizonchoseto maketherule effectivefor its own internalaccountingpurposes.

• That interpretationof the rule is foreclosedby both its plain languageand
clear Commissionprecedent:(1) it would render the effective date rule
meaninglessasit would permit carriersarbitrarily to choose“effective dates”
and(2) theCommissionhasrejectedthat argument. In an earlier 1990order
the CommissionrejectedAT&T’s attemptto obtainexogenouscosttreatment
in connectionwith AT&T’s own voluntaryearly adoptionof SFAS-106. (5
FCC Red. 3680 (1990)). Like Verizon here, AT&T had arguedthat FASB
would soon adopt the SFAS-106 changesand would make thosechanges
mandatoryby 1992andthat AT&T hadinternallyalreadymadethosechanges
effective. The CommissionsquarelyrejectedAT&T’s claims for exogenous
treatment,and it must do the samewith respectto Verizon’s claims for
exogenoustreatmentfor periodsprior to theeffectivenessof SFAS-106.

> Second,any costsassociatedwith the 1991/92periodof early voluntaryadoptiondo

not satisfythedefinitionof “exogenouscost” undertheCommission’s1993rules.

V LECs are permittedto obtain exogenouscost treatmentonly for costs that are
“beyond the[ir] control.” 1990 Price Cap Order ¶ 166; SouthwesternBell, 28
F.3d 165, 170 (D.C. Cir. 1994).

V The Commissiondid not requireVerizon to reflect SFAS-l06 in its accounting
booksuntil January1, 1993.
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V Any implementationof SFAS-106 prior to January1, 1993 wasthereforeentirely
within Verizon’scontrol.

V Accordingly, any costsrelatedto suchearly implementationcouldnot be treated
asexogenouscostswithin themeaningoftheCommission’srules, andthus could
notbeusedto increasepricecaps.

V Contrary to Verizon’s assertions,SouthwesternBell, 28 F.3d 165, supportsthis
straightforwardapplicationof the 1993 rules. In SouthwesternBell, theCourtdid
nothingmorethanrejectaprior Commissionfinding that the“control” testcould
be interpretedto meanthat a LEC maintainscontrol, evenafter an accounting
changehasbecome“mandatory,”simply becausethe LEC retainscontrol of the
underlyingOPEB costs— e.g., the LEC retainsthe ability to control thetypesof
post-retirementbenefitsit paysto its employees.TheCourtreasonedthat suchan
“underlying control” criterion was not part of the Commission’s“control” test
under the existing rules. SouthwesternBell, 28 F.3d at 170, 173. Here, by
contrast,Verizonhad completecontrol over its decisionto implementSFAS-106
early, which is fully consistentwith the D.C. Circuit’s holding. As the Court
explained,the SFAS-106 accountingchangewas “outsidethe control” of carriers
“once mandatedby the Commission.” SouthwesternBell, 28 F.3d at 170. Thus,
under the classiccontrol test applied in SouthwesternBell, Verizon maintained
completecontrol over whetherto adoptSFAS-106prior to January1, 1993, and
such costs,therefore,are not “exogenous”coststhat canbe recoveredthrough
subsequentrateincreases.47 C.F.R. § 61.45(d).

V Verizon makesmuch of the fact that it was “permitted” and “encouraged”to
makethe accountingchangeprior to January1, 1993, but thatis irrelevantto the
questionwhethersuchcost changesare exogenous.As explainedabove,a cost
changeis exogenousonly if it is truly beyondthecontrol ofthecarrier, andprior
to January1, 1993,costchangesrelatedto SFAS-106werenot.
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VERIZON MISCALCULATES ITS HEADROOM

• Verizonstatesthat it shouldnot besubjectto refundsbecauseit hadsufficient “headroom”in
the1993/94tariff period,evenwithout additionalexogenouscost increasesto its pricecaps.

• Verizonhasofferedtwo headroomanalyses,both ofwhich arewrong.

~ First, Verizonarguedthatit couldavoidrefundsevenin pricecapbasketsin which it
concededlylackedheadroom(the specialaccessbasket)by applying headroomthat
existedin otherbaskets(thecommonline andtraffic sensitivebaskets).

V But the price cap rules operateon individual baskets,not collectively for all
baskets,and the CommissionhasrepeatedlyrejectedLEC attemptsto “borrow”
headroomfrom onebasketto avoidrefundobligationsin anotherbasket. See,800
DatabaseRecon. Orde, ¶ 17 (12 FCC Red. 5188, (1997)) (“We . . . find
unpersuasiveargumentsby various incumbentLECs that we should not require
refundsbecausetheycouldhaveraisedratesin otherbaskets”).

> Second,Verizon offeredan equallyunlawful, basket-by-basketapproach.

V The 1993/94tariff period ran from July 1, 1993 throughJune30, 1994. During
thattime period,the Verizonratesat issuewere governedby onebasketandrate
structurefrom July 1, 1993 throughFebruary28, 1994 (thespecialaccessbasket),
and asecondbasketandratestructurefrom March 1, 1994 throughJune30, 1994
(thenew “trunking” basket). Underthefirst basketandratestructure,Verizon’s
API exceededits PCI for its special accessbasketsby $5.4 million on an
annualizedbasis, i.e., the “headroom”was $5.4 million. The secondbasketand
ratestructure,which startedin March 1994, implementednewCommissionrules
that requiredVerizonto rearrangethe costsallocatedto differentbasketsand to
createa newbasketcalled “Trunking.” Thenewtrunking basketincludesall of
the specialaccessbasket,which had virtually no headroom,and transportcosts
that were formerly in thetraffic sensitivebasket. And whenthe transportcosts
were transferredto the new trunking basket,a portion of the traffic sensitive
basketheadroomwasalsoeffectivelytransferredinto thatnewbasketaswell.

V Verizon’s newaccountinggimmick is to computeheadroomin thespecialaccess
basketfor theentire 1993/94accountingperiodby averagingtheheadroomunder
thetwo basketandratestructures— i.e., treatingthecombinationofbasketsasif it
hadoccurredin 1993.

V The Commissionhas rejectedthis approach. In the 800 databaseproceeding
several LECs, including Verizon’s predecessors,tried to avoid refunds by
averagingheadroomavailable underdifferent tariffs in effect during the same
year. TheCommissionexpresslyrejectedthat “averaging”approach: “Regarding
[the] . . . argumentthat [LECs] . . . should calculatetheirheadroomamountsby
not averagingthe offset for theentireyear,but ratherby comparingratesto caps
at distinct points in time, we agreethat suchweightedaveragingshouldnot be
allowedbecauseit distorts theheadroomcalculation for thoseLECs.” 800Data
BaseOrder ¶ 13 (emphasisadded). Accordingly, the Commissionrequiredthe
LECs to computerefundsby comparingthe APIs to theirPCIs in the tariffs that
werein effect for eachtime period. Id.
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V CorrectingVerizon’s error, and applying thepropercomputationalmethodology
confirmsthat underVerizon’s basketand ratestructuresfrom July 1993 to March
1, 1994, Verizon’s API for the specialaccessbasketexceededits PCI by $5.4
million on an annualizedbasis. The ratesusing thosebasketandrate structures
were effectivefor two thirds of theyear, so Verizon is subjectto refundsfor at
least two thirds of thoseannualizedamounts,or $3.6 million, evenif Verizon
couldbe givenheadroomcredit for the latterthird of thetariff year.

V Given the circumstances,Verizon shouldnot be givenheadroomcredit for even
the last third of the tariff year. Thereis no establishedmethod for computing
refundsfor the uniquesituationthat arosein the last third of the 1993/94 tariff
period. Ratepayersstill werepayingthe sameexcessivespecialaccessratesthat
they were paying for the first two-thirds of the year becauseVerizon never
loweredits rates— it waschargingthe sameexcessivespecialaccessratesthat it
waschargingthe first two thirdsof the year. However,the basketrestructuring
reflectedin that new tariff createdthe illusion that Verizon’s excessivespecial
accessrateswere legitimate,becausethe newly computedAPIs fell below the
newly computedPCIsfor thenewbasketasa whole. In this uniquesituation,the
Commission’susual method for measuringovercharges— i.e., comparing the
APIs to thePCIsfor eachbasket— doesnot work, becausesucha comparisonno
longer providesa valid proxy for overcharges. The most equitableoutcomein
this situationis to computerefundsusing the specialaccessheadroom(or, more
precisely,the lackof specialaccessheadroom)that wasin effectfor thefirst two-
thirdsof theyear. Becausethespecialaccessratesin effect for thefirst two-thirds
of theyearwereset to over-recover$5.4 million on an annualizedbasis,andthose
specialaccessrateswere not changedafterthe March 1 basketrestructuring,the
Commissionshould require Verizon to refund the full $5.4 million that was
actuallycollected.

V As for the refunds due in the 1994/95 tariff year, there was no basket
restructuring,eliminatingany opportunityfor Verizonto apply “averaging.” And
Verizon and AT&T agreethat during the 1994/95 tariff year, Verizon’s APIs
exceededits PCIsfor thecommonline, traffic sensitive,andtrunkingbaskets,and
the total amountof theseoverchargesis more than $2 million. SeeExhibit A
(attached);VerizonMarch 1, 2004ExParte,Attachmentat 12.

V Verizon thusowesratepayersat least$7.4 million in refundsfor the 1993/94and
1994/95tariff periods.
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ADD-BACK ISSUES
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BASIC FACTS

• Theconceptofadd-backis fairly straightforward:

~ Prior to January1, 1991, theLECs were subjectto “rate-of-return”regulation,whereby
theLECs’ interstateaccessrateswere set to targeta prescribedrate-of-return. If a LEC
earneda returnthat exceededtheprescribedmaximum,the LEC wasgenerallyrequired
to refund thoseover-earningsto ratepayers. To the extent that refundswere paid in
subsequenttariff periods,a questionaroseasto whetherLECs could accountfor those
refund amounts when computing returns in those subsequenttariff periods. The
Commissioncorrectlydeterminedthat refundsin subsequentperiodsfor overearningsin
prior periodsshould not be allowedto impactthe return calculationsfor the subsequent
periods. TheCommissionthereforeadoptedthe“add-back”rules.

~ An exampleillustratesthe add-backissue:If a LEC earned$100 in excessivereturnsin
period 1, theLEC might be requiredto refundthat amountto ratepayersin period 2. This
refundwould havetheeffect ofreducingtheLEC’s period2 earningsby $100. Theissue,
then, is whetherthe LEC is permittedto reflect that $100 in reducedperiod 2 earnings
whencomputingperiod2 returns.The Commissionreasonedthat becausethe $100was
paidby theLECs for overearningsin period 1, theLEC shouldnotbe permittedto reduce
its period 2 earningsby that amount. If the $100 were not “addedback” to period 2
earnings,the LEC would reportthat it earned$100 lessthan it actuallyearnedin period
2, resulting in understatedrate-of-returnestimatesfor period 2. And becauseperiod 3
return requirementsarebased,in part, on reportedperiod 2 returns,the LEC’s period3
return requirementswould be inaccurately computed as well. Accordingly, the
Commission’srules havelong requiredLECs to “add back” the $100 to its period 2
earningswhencomputingtheLEC’s period2 returns.

• In the pricecaporders,theCommissionadoptedanewregulatoryapproach— the“price cap”
mechanism— wherebythe Commissionregulatesthemaximumpricesthat LECscancharge
for basketsof interstateaccessservicesratherthan the maximumrates-of-returnthey can
earn. However,to protectratepayers,theCommissionstill requiredLECs thatearnedreturns
that exceededjust andreasonablelevels to “share”thosereturnswith ratepayers.Therefore,
evenunder the price capmechanism,LECs are requiredto computerates-of-returnfor the
purposeofdeterminingwhethertheLEC is subjectto sharingadjustments.

• The Commission’sprice cap orders,however,did not expresslymentionwhetherthe add-
backcomponentoftherate-of-returnregulationsshould be appliedwhencomputingrates-of-
returnunderthepricecapmechanism.

• In their 1993 and 1994 interstateaccesstariffs, therefore,the price capLECs attempteda
“headswe win, tails you lose” approachto theCommission’sfailure to explicitlyrequireadd-
back.

• TheLECs that benefitedfrom applying theadd-backrules appliedthe add-backrules. The
LECs that benefitedby not applyingtheadd-backrulesdid not applytherules.
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• The Commissionthereforesuspendedthe LECs’ 1993 and 1994 tariffs and set them for
investigationto determine,inter alia, whethertheLECscorrectlyhad calculatedreturns.

• The LECs and the Commissionagreedfrom the outsetthat the LECs shouldhave applied
add-backconsistently,andthat it would be unlawful for theCommissionto permiteachLEC
to choosetheapproachthatresultsin thehighestrates.

• TheD.C. Circuit recognizedthat add-backwasalwaysan implicit partof thepricecaprules.

• Therefore,all carriersshouldhaveimplementedadd-back.

• TheLECs that did not implementadd-backthusowerefundsto ratepayers.

• If the Commissionfinds that add-backwasnot authorizedby its price cap rules, then the
LECs that did notapply add-back(NYNEX andSNET)areliable for refunds.

• But the one outcomethat would plainly be unlawful — the outcomeurged by the Bells —

would be to rule that eachLEC was free in 1993 and 1994 to adoptwhicheverapproached
harmedratepayersthemost.
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LECS THAT FAILED TO APPLY ADD-BACK OWE REFUNDS TO RATEPAYERS

• Pursuantto § 204 of the Act, 47 U.S.C. § 204, the Commissionsuspendedthe LECs’ 1993
and 1994 tariffs, orderedan accounting,and set themfor investigationto determinewhether
thosetariffs properly reflectedadd-back.(1993SuspensionOrder ¶ 32 (8 FCc Red. 4960
(1993); 1994SuspensionOrder¶ 12 (9 FCCRed.3705(1994)).

• Add-BackWasNecessaryTo Carry Out theSharingRequirementsofThePriceCap Rules.

~ “[T]he add-backadjustmentis essentialif the sharing and low-end adjustmentsof the
LEC price capplan are to achievetheir intendedpurpose.”1995Add-BackOrder ¶ 56
(10FCCRed.5656(1995)).

~ “Without this adjustment.. . the sharingand low-end adjustmentswould not operateas
[the pricecaporder] intended.”1995Add-BackOrder ¶ 50.

~ “[A]dd-back adjustmentsarenecessaryto achievefully the purposeof the sharingand
low-endadjustmentmechanisms.”1995Add-BackOrder ¶ 50

• The add-backrequirementwasalways implicit in the price cap rules and thus LECs were
requiredin 1993and 1994 to applyadd-back.

> The Commissionnever “intendedto eliminatethe [add-backrules from the price cap
system]for thepurposeofcalculatingcurrentreturns.” 1995Add-BackOrder¶~J32, 56.

~ The Commissiononly “clar?fIed” the price cap rules by “adopt[ing] a rule explicitly
incorporatingthe add-backprocessinto the LEC price capplan.” Id. ¶ 16 (emphasis
added).

> TheD.C. Circuit notedthat, accordingto the Commission’sown constructionof its price
caporders,the“add-backrulehadbeenimplicit in thesharingrulesfrom thebeginning.”
BellAtlantic, 79 F.3dat 1202.

> Also, sharingand low-endadjustmentsshould“operateonly asone-timeadjustmentsto a
single year’srates,soa LEC doesnot risk affectingfuturerates.” 1990PriceCap Order
¶ 136 (5 FCCRed.6786).

V Add-back is necessaryto ensurethat sharingand low-end adjustmentsaffect only a
singleyear’srates. 1995Add-BackOrder¶ 28.

V “[W]ithout add-back,the sharingadjustment.. . would continueto affecta carrier’s
price capsyear after yearbecausethe carrier’s earnings,rather than reflecting the
carrier’s true productivity, would simply reflect the previous year’s sharing
obligation.” Bell Atlantic, at 1205 (79F.3d 1195(1996)).

V The Commissiondemonstratedthe mathematicalreality that, absentadd-back,the
LECs’ ratesovertime would notreflect thefull amountthat theCommissionintended
theLECs to sharewith ratepayersunderthe1990Price Cap Order.

• Even if Add-Back was not implicit, the Commissioncan in this proceedingfind that the

LECs’ 1993and 1994 tariffsmustreflectadd-back.
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~ It is black letter law that “a tariff investigationis a rulemaking”undertheAPA, that the
Commissioncan and does “routinely make[] significant policy and methodological
decisionsbased on the records developed in tariff investigations[,] and [that] such
decisionsdo not violate the notice and commentrequirementsof the [APA].” Access
ReformTariffOrder¶ 80.

~ In theBells’ view, the Commission’srulessaid nothingoneway or the otheraboutadd-
backprior to 1995. If so, this is thus thearehetypalcasein which the Commissionhas
authority to addressin a tariff investigationnew circumstancesnot contemplatedby its
rules.

~ The Act expresslypermits the Commissionto order refundsfor ratesthat that fail to
comply with ruleclarificationsor modificationsthat resultfrom suchtariff investigations.
47 U.S.C. § 204(a).

See,e.g., MemorandumOpinion and Order, Tariffs ImplementingAccessCharge Reform, 13
FCC Red. 14683, ¶ 81 (1998) (“Access Reform Tar~ffOrder”); MemorandumOpinion and
Order, ImplementationofSpecialAccessTar~fftofLocal ExchangeCarriers, 5 FCC Red. 4861
(1990); 5 U.S.C. § 55 1(4).
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RETROACTIVE RULEMAKING HAS NO APPLICATION HERE

• CongresshasexpresslyauthorizedtheCommissionto order“retroactive”refundspursuantto
tariff investigationswhere, ashere, the Commissionhas suspendedthe ratesand put the
carrierson expressnotice that their right to collect the ratesprior to any determinationof
lawfulness is subject to refund obligations if the ratesare ultimately determinedto be
unlawful. See47 U.S.C. § 204.

• It is blackletter law that Congresscan,asit did here,authorizeretroactiverulemaking. See,
e.g., Bowenv. GeorgetownUniv. Hosp.,488 U.S. 204, 208 (explainingthat anagencymay
retroactivelyapplyrulesif “that poweris conveyedby Congress”).

• As explained by the Commission(MemorandumOpinion and Order, Implementationof
SpecialAccessTariffs ofLocal ExchangeCarriers, 5 FCCRed.4861,¶ 7 (1990)),

[a]lthough Section 204(a) proceedings are rulemakings of
particular applicability, . . . the Commission’sauthority underthe
section is not limited to a prospective determinationof the
lawfulnessofrates. Rather,asatradeofffor permittingratesunder
investigation to go into effect, Section 204(a) specifically
authorizesthe Commissionto order refundsat the conclusionsof
suchaproceedingif suchrelieveis appropriate.Thus, it is obvious
from thenatureofthe statutoryscheme,and from the fact thatthis
proceedingwas commencedthrough a DesignationOrderrather
thana Notice of ProposedRulemaking,that any conclusionsthis
Commissionreachedwith respectto the lawfulnessof strategic
pricing would beappliedto the ratesthat took effect subjectto the
investigation,andthattheCommissionwould exerciseits statutory
authorityto determinewhetherarefundwas appropriate.

• It would indeedbe absurdif the Commissionlackedauthority to order refundsbasedon
clarificationsof existingrules(or evennewrules)developedin ongoingtariff investigations.

> The oppositerule would establishan entirely one-sidedsystemthat would unfairly and
systematicallyfavorLECs. TheLECs would beableimmediatelyto construeall slightly
ambiguous interstateaccessrules in a mannerfavorable to them, while ignoring all
ambiguitiesthat areunfavorableto them. And ratepayerswould be forcedto pay those
rates. In effect, everytime that anambiguityarosein the Commissionrules— and no set
of rules, no matterhow comprehensive,can anticipateeverything— the LECswould be
able to inflate interstateaccessratesfor at leastone year,with no risk of having to pay
refunds.
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THE BELLS’ CANNOT HAVE IT BOTH WAYS

• Although the LECs may debateaboutwhetherthey were requiredto comply with the add-
back requirement(in which casemore than $50 million in refunds are due) or had no
authorizationin 1993 and 1994 to modify their calculatedreturns with add-back(in which
ease$30 million in refundsare due), therecanbe no seriousclaim that the Commission’s
rulespermittedtheLECs to haveit bothwaysand to apply add-backonly whenit increased
rates.

• Both the LECs andtheCommissionhaveexpresslyrejectedsucha “bifurcated” approachto
add-backasplainly unlawful.

> Ameritechexplainedthat “sharing and the lower formula adjustmentare in reality to
sidesofthe samecoin,” they“were implemented. . . in orderto allow for the factthat a
single, industry-wideproductivity offset wasusedfor all price capLECs and that that
figure might be understatedor overstatedin any givenyear.” Ameritechthus concluded
that “[t]his fact requiresthat bothsharingand [low-endadjustments]be treatedthesame
for add backpurposes.”Ameritech1993 Replyat 3 (CC DocketNo. 93-179,filed Sept.
1, 1993).

> BellSouth explained that “[t]he Commissionclearly intendedthat the two backstop
mechanisms,sharingand lower formula adjustment,operatesymmetrically.” BellSouth
1993Replyat 12 (CC DocketNo. 93-179,filed Sept.1, 1993).

> Bell Atlantic explainedthat sucha mechanism“ignoresthetheoreticalunderpinningsof
the [sharingand low-endadjustmentmechanisms].” Bell Atlantic 1993 Reply at 4 (CC
DocketNo. 93-179,filed Sept.1, 1993).

~ GTE emphasizedthat an “asymmetric” rule would be “unlawful” and would “bear[] no
resemblanceto the Commission’sbalancedplan.” GTE 1993 Reply at 11 (CC Docket
No. 93-179,filed Sept.1, 1993).

~ TheCommissionrejecteda“bifurcated” add-backadjustment,determiningthat “both the
sharing and low-end adjustment mechanisms were intended to compensatefor
unanticipatederrors in the productivity offset and must be treatedidentically.” 1995
Add-BackOrdern. 41.

• Courts also have consistently rejected the “head I win, tails you lose” approachto
ratemaking.

~ “[A]ssigning the [regulated] firm the benefit of good outcomes and customer[]
[ratepayers] the burden of bad ones” provides the regulatedutility with “unhealthy
incentives.” Williston BasinInterstatePipelineCompanyv. FERC, 115 F.3d 1042, 1044
(D.C. Cir. 1997).

~ Wherea regulatory schemepermits a regulatedentity to unilaterally assign costs to
ratepayers“the potential for abuseis apparent”and, in suchcircumstancesthereis “[n]o
protection[for] ratepayer.” Natural Pipeline Gas Co. ofAmerica v. FERC, 765 F.2d
1155, 1162(D.C. Cir. 1985).
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DearMs. Dortch:

I write on behalfof AT&T Corp. (“AT&T”) in responseto Verizon’s latest cx
parte argumentsthat Verizon shouldbe permittedto keepoverchargesresultingfrom unlawful
1996exogenouscostratehikesthat Verizonbasedon retroactiverestatementsof its 1992-1995
ratebases.’

Specifically, VerizonandtheotherBells in 1996 recalculatedtheir ratebasesfor
1992-1995by reversingearlierdeductionsof zero-cost,non-investorsuppliedfunds represented
by the“other post-retirementbenefits” or “OPEB” liabilities recordedin their regulatorybooks
in thoseyears. The Bells, using thoseadjustedratebases,computedhow much morethey could
havechargedAT&T and otherrate-payersthroughreducedoverearningssharingobligationsin
thoseyears. The Bellsthen addedthoseamountsto their 1996 ratesthrough“exogenouscost”
increasesto their 1996 pricecapindices(“PCIs”). Thus,Verizon and theotherBells’ recovered
in their 1996 ratesamountsthat theyclaim theycould havecharged,but did not charge,in prior
years. The Commissionimmediatelyrecognizedthat “the LECs’ ratebasetreatmentof OPEBs
raisesa substantialquestionof lawfulnessunderexisting rules” and accordinglysuspendedthe

Letter from JosephMulieri (Verizon) to MarleneH. Dortch (FCC), CC Docket Nos. 93-193,
94-65and 94-157(datedMay 24, 2004) (“Verizon May 24 Letter”); Letter from JosephDibella
(Verizon) to MarleneH. Dortch (FCC), CC DocketNos. 93-193,94-65and94-157(datedMay
13, 2004)(“Verizon May13 Letter”).
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Bells’ tariffs and set them for investigation in this still-pending proceeding. Memorandum
OpinionandOrder,1996AnnualTariffFilings, etseq.,11 FCC Red.7564,¶ 19 (1996).

The Bells’ 1996 exogenouscost increaseswere unlawful. Those increases
violated the Commission’sexogenouscost rules (47 C.F.R. § 61.45)and a 1995 Commission
order that prohibits LECs from seeking exogenouscost increasesfor OPEBs and other
accountingchangesthathaveabsolutelyno impacton cashflow.2 Theexogenouscost increases
werealsounjustandunreasonablein violation of 47 U.S.C.§~201 & 202. Id.

During thepasteightyearsof theCommission’sinvestigationinto Verizon’s and
the other Bells’ exogenouscost increases,Verizon has offered various baselessarguments
attemptingto justify thosepatentlyunlawful increases. In its May 13 and24, 2004 cxpartes,
Verizon proffersyet anothernew and equallybaselessargument. Verizon now assertsthat its
1996 tariffs areperse lawful because,accordingto Verizon, the Commission’srules required
Verizon to implementtheexogenouscost increasesin its 1996 tariffs. VerizonMay 24 ExParte
at 1-5 (“when a carriercompliesfully with the Commission’sprice cap rules, its ratesarejust
andreasonableby definition, and theCommissioncannotrely on § 201(b) [of the 1996 Act] in a
tariff investigation,to circumventthestatutoryrequirementsfor amending,andfor modifying its
interpretationof, its regulation”). As demonstratedbelow: (1) it is well-establishedthatatariff is
notperse lawful merelybecauseit complieswith the pricecaprules,and(2) in any event,it is
not true that the Commission’s rules or orders required — or even permitted— Verizon to
implement the 1996 exogenous cost increases. Verizon’s further claim that equitable
considerationsnonethelessfavor allowing Verizon andtheotherBells to keeptheoverchargesis
frivolous.

A TariffIs NotPerSeLawfulMerelyBecauseIt DoesNot ViolateA Price Cap
Rule. Verizon’s claim that its 1996 tariffs areperse lawful becausethey complied with the
Commission’s1996 price caprules is baseless.TheCommissionexpresslyrejectedthatprecise
argumentin 1991, immediatelyafter adoptingthe price cap rules. OrderOn Reconsideration,
Policy andRulesConcerningRatesfor DominantCarriers, 6 FCC Red2637,¶~J203-206(1991)
(“Dominant Carriers Order”). “U SWestcontend[ed]that ‘thereis no suchthing asan unlawful
rate basedon overearningsin aprice capenvironmentwhen . . . all pricecap rulesare adhered
to.” Id. ¶ 203 (quoting a U S West Petition). The Commission expressly rejected that
argument,statingthat “we find no adequatesupport for th[at] absolutistview.” Id. ¶ 206. The
Commissionemphasizedthat “[t]he possibility remains.. . thatratesfor specificservicesmaybe

2 Letterfrom David L. Lawson(AT&T) to MarleneH. Dortch (FCC), CC DocketNos. 93-193;

94-65and94-157(filed March 15, 2004);Letterfrom David L. Lawson(AT&T) to MarleneH.
Dortch (FCC), CC Docket Nos. 93-193; 94-65 and 94-157 (filed April 13, 2004); Reply
Commentsof AT&T, at3-6, 12-16,CC DocketNos. 93-193; 94-65and94-157 (filed April 22,
2003); CommentsofAT&T, at 5-39, CC DocketNos. 93-193; 94-65and 94-157(filed April 8,
2003).
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set at unreasonablelevels, or be unlawful in other ways” and “compliancewith the price cap
rulesdoesnot necessarilymakethis impossible.” Id.; seealsoMemorandumOpinionAnd Order
On Reconsideration,l997AnnualAccessTariffFilings, 13 FCCRed. 10597,¶ 7 (1998) (“Even
under price cap regulation,carriersbearan obligation underthe CommunicationsAct to tariff
just and reasonable rates”); Memorandum Opinion and Order, Bell Atlantic Telephone
CompaniesRevisionsto Tar~ffF.C.C. No. 1, et seq.,6 FCC Red.4891,¶~J9-10 (1991) (noting
that compliancewith the pricecaprules is “not the solecriteria on whichthe lawfulnessof arate
in a tariff investigation or complaint proceedingis resolved”). The D.C. Circuit also has
recognizedthat “even streamlinedtariffs [which comply with the pricecap rules] do not escape
FCC scrutiny; [carriers] . . . can petition for review of any streamlinedtariff that it believes
unreasonable.”NationalRural TelecomAssociationv. FCC, 988F.2d 174, 185 (D.C.Cir. 1993).

Verizon ignores theseconsistentholdings and insteadrelies on out-of-context
snippetsfrom ¶ 202 and footnote211 of the Dominant Carriers Orders,apparentlyhopingthat
theCommissionwill not botherto readthoseorders. Thoseportionsof the DominantCarriers
Order merelysuggestthata complaintchallenginga carrier’stariff solelyon thegroundthat the
carriers’ earnings are too high would be foreclosed if the carrier complied with the
Commission’spricecaprules. Id. ¶ 202 (“[a] complaintagainsta pricecap carrierthatis based
solely uponthe theorythat ratesareunjustandunreasonblebecausethe ratesproduced[high]
earningswould be dismissed”);Id. n.211 (“Only filings thatmakepricechangeswithin capand
bandlimits arepresumedlawful andstreamlined,andevenfilings thataresubjectto streamlining
may be investigated. The only complaints foreclosedby price cap regulationare thosebased
upon total interstateearnings”). Theseprovisionsclearly have no application here because
Verizon’s tariffs are being investigatednot solely becauseVerizon’s total interstateearnings
weretoo high, but becauseVerizon’s rate base-generatedexogeneouscost increaseto its PCIs
was unjust andunreasonable(and, indeed, as detailed in prior AT&T submissions(seen. 2,
surpa), in direct violation of the Commission’srules), resultingin tensof millions of dollarsof
unjustified rateincreasesfor specific interstateservices.3

Verizon suggeststhat even if the Commission is not absolutely barred from
assessingwhetherratesthat comply with the pricecap rulesalso comply with the Act’s just and
reasonableraterequirements,the Commissionhasstatedthat it will do soonly wherethe price
cap rules do not identify the “precise steps” for computinga rate. VerizonMay 24, 2004 Ex
Parte,at 4. But, asnoted,whenthe Commissionaddressedthis issue in the DominantCarriers
Order, it did not purport to limit its authority or willingness to reject unjustand unreasonble
rates,evenif the ratesotherwisecompliedwith the price caprules. And Verizon identifiesno
Commissionrule or order to the contrary. Verizononly refersthe Commissionto caseswhere,
accordingto Verizon, therewas an ambiguity in the Commission’srules, andthe Commission

~The otherorderscited by Verizon (at 2-3) merelystatethat the Commission’sprice caprules
were designedto producejust and reasonablerates,and thus compliancewith those rules is
necessaryto producejust andreasonablerates. But thoseordersdo not evenremotelysuggest
thatmerecompliancewith the pricecaprules is sufficientto producejust andreasonablerates.
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warned that when carriers’ resolve such ambiguities in setting rates, the Commissionwill
vigilantly monitor whether the carriers’ did so in a mannerthat complies with the just and
reasonablestandards. Nothing in those casespurportsto limit the Commission’sauthority to
monitorwhetherratesarejust andreasonableto onlysuchcases.

But even if (contraryto law), the Commission’sauthority was so limited, that
conditionis satisfiedhere. As noted,Verizonand theotherBells’ retroactivelyrecomputedtheir
ratebasesto reverseprior years’ OPEB deductions. Nothing in the price caprules expressly
authorizessuch retroactiverestatements.On the contrary, to the extentthat the Commission’s
rulesevenaddressrestatingtheratebase,theBells’ cando soonly for the currentratebaseusing
updateddata from the past15 months— not for prior yearratebasesusing dataasmuchasfour
yearsold, astheBells did in 1996. 47 C.F.R.§ 61.3(e). And evenif the Commission’srulesdid
addressand permit the Bells to restateprior year rate bases,the Commission’srules do not
expresslyauthorizetheBells to implementexogenouscostincreasesto thecurrentyear’sPCIs to
recoverpotential differencesin revenuesbasedon the restatedratebases. ThosePart61 rules
preclude the Bells from implementing such exogenouscost increases. Thus, even under
Verizon’scrampedtheory— wherethe Commissionis limited to applyingthejustand reasonable
standardonly in caseswhereits pricecaprulesdo not identify the “precisesteps”for computing
rates— the Commissionhasampleauthorityto applythatstandardhere.

And the Commissionhasin fact determinedthat ratescomputedusingaratebase
that reflects unfundedOPEB amounts— as Verizon andthe otherBells did in 1996 — areunjust
andunreasonablebecausesuch amountsare the type of “zero-cost sourcesof funds” that the
Commissionroutinely has determinedcannot,consistentwith the requirementsof the Act, be
includedin carriers’rates. ReportandOrder,ResponsibleAccountingOfficerLetter20, Uniform
Accountingfor PostretfrementBenefitsOtherThan Pensionsin Part 32, et seq., 12 FCC Red.
2321,¶ 19 (1997) (“Zero-Cost OPEB Order”). It is thus alreadywell-establishedthat raising
rateson the basisof prior OPEB accountingchangesis unjustandunreasonable.

Verizon purportsto advancea “new” argumentthat unfundedOPEBs are not
really zero-costsourcesof funds. But this “new” argumentwas first advancedby Verizon’s
predecessor,Bell Atlantic, and others in the proceedingthat resultedin the Zero-CostOPEB
Order and,basedon the full record addressingthat issue,the Commissionproperlyrejectedthe
that argument. Zero-CostOPEB Order ¶~J16-17. Specifically, Verizon argueshere,as it did
there, “that OPEB and other Account4310 amountsare not rate-payersuppliedfunds because
theseamountswerenot factoredinto pricecaprates”andthat “only thoseitemsthathavebeen
includedin the ratesshouldberemovedfrom the ratebase.” Id. ¶ 16. TheCommissionwas“not
persuadedby the argumentthat amountsrecordedin 4310 are investor-suppliedfunds because
theywerenot factoredinto pre-pricecapratesor havenot beengiven exogenoustreatment.” Id.
¶ 17. “To the extentthat carriersareearningapositive return on assetsfunded in part by the
liabilities recordedin 4310, thesecarriersare recoveringtheir costs.” Id.4 Indeed,Verizon’s

~Verizon criticizestheseCommissionfindings becausetheyweremade“without explanation.”
Verizon May 24, 2004 Ex Parte, n.13. But the substantialrecord in that proceedingfully
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argumentthat its PCIswereneverreflectedOPEBsis a red herring. The issue is whetherthe
rate baseon which reasonablereturnsare computedto determinethe Bells’ sharingobligations
should include OPEBs. Verizon’s PCIs do not factor into that equation,renderingVerizon’s
complaintthat its PCIsneverreflectedOPEBsirrelevant.

In all events,even if compliancewith the pricecaprulesdid, as Verizonasserts,
providea safe-harboragainstallegationsof unjustand unreasonablerates,Verizon’s argument
fails because,asAT&T hasdemonstrated,thepricecaprules in 1996 did notpermittheBells to
retroactivelyrestateprior years’ ratebasesandto seekexogenouscostadjustmentsto their 1996
PCIsand rates. Seen.2, supra. Verizon andthe otherBells 1996 tariffs thus did not comply
with thepricecaprules.

There Are No Policy Justjfications For Allowing Verizon To Keep Its
Overcharges.Verizon suggeststhatpublic policy considerationsmilitate againstissuingrefunds
andthat Verizon should be permittedto keeptheoverchargesthat it earnedfrom its unlawful
exogenouscost increases. Verizon May 24, 2004 Letter at 7-8. But asthe Commissionhas
repeatedly recognized, “[e]very customer has the right to be charged lawful rates.”
MemorandumOpinion andOrder, 17 FCC Red24201,CommunicationsVendingCorporationof
Arizona,Inc., etal. v. CitizensCommunicationsCompany,17 FCCRed24201,¶ 47 (2002). The
Bells, “having initially filed the ratesand . . . collectedan illegal return . . . .must . . . shoulder
the hazardsincident to [their] . . . actions including . . . refund[ing] of any illegal gain.” Id.
Thereis simply no legitimatebasisfor allowing the Bells, whowerefully on noticethat refunds
would be requiredif their 1996 exogenouscost increaseswere ruled unlawful, to keepthose
amounts.

Verizon first claimsthatthatit would be unfair to issuerefundsbecause“Verizon
wassimply following the Commission’sclear,contemporaneousinstructions.” Id. at 8. But, as
demonstratedabove,that is not true. Verizon’s exogenouscost increasesviolated multiple
Commissionrules. Verizonnextclaimsthat it should not be requiredto issuerefundsbecause
the carriersthat paid its overchargesrecoveredthose overchargesfrom their own end user
customersthrough increasedrates in the unregulatedlong-distancemarkets. But that precise
argumenthasbeenrejectedby the Commission.SeeMemorandumOpinion andOrder, 17 FCC
Red 24201, CommunicationsVending Corporation of Arizona, Inc., et al. v. Citizens
CommunicationsCompany,17 FCC Red24201, (2002). There,defendantsargued,as Verizon
doeshere,“that carriersshould not receivea refundbecausethey havealreadyrecoveredfrom
their customersthe full [overcharge] . . . [and therefore] a refund would amount to double
recovery.” Id. ¶ 47. In rejectingthatargument,the Commissionexplainedthat

In a marketwith unregulatedprices,the carrierswere entitled to
chargetheir customersa surchargefor per-call compensationor,
indeed,to raisethe retail rate to any level they think the market

supportedtheCommission’sfindings. And thereis no basisfor theCommissionto reversethose
findingshere.
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will bear. But the recoveryof the surchargedoesnot undermine
the legitimacyof the expectationthatthe carrierswould eventually
recovera refundbecausetheypaidan unlawful rate. . . . Carriers
may have set their base ratesor madeother businessplans in
reliance on such an expectation,and we will not disturb those
expectationsbecauseof the possibilityof an appearanceof double
recovery. Indeed, the concept of double recovery is not
particularlymeaningfulin amarketwherepricesarenot regulated.

Id. ¶47.

In anyevent, Verizon hasprovided no evidencethat AT&T or anyother carrier
fully recoveredtheseoverchargesfrom end user customers. In fact, it is not even clear that
AT&T and other carrierscould have fully recoveredthe Bells overchargesthrough increased
rates. Basiceconomicsteachesthatincreasedratesresult in decreaseddemand. Therefore,even
if AT&T and other carriers tried to pass on the Bells unlawful overchargesto end-user
customers,the demandfor AT&T’s andothercarriers’ serviceswould havedeclinedwhich, in
turn, would havereducedrevenues.AndVerizon hasprovided no evidencethat, evenif AT&T
andothercarriersincreasedrates,the correspondingrevenueswere sufficiently compensatory.
This is fatal to Verizon’s argument. E.g.,MemorandumOpinion andOrderon Reconsideration,
1997AnnualAccessTar~(fFilings, 13 FCC Red 10597,¶ 9 (1998) (finding that “excessive.
CCL charges. . . artificially depress[ed]demand.. [and] also . . . transfer[red] . . . revenuesto
the LECs from their potentialcompetitors,the IXCs” and“refundsarenecessaryto protectend-
users’ and IXCs’ interests in the developmentof competition and in obtaining just and
reasonabletoll callingrates”)

Verizon’s argumentalso fails on fundamentalpolicy considerations. Permitting
the Bells to keeptensof millions of dollarsin overchargeswould createadditionalincentivesfor
Verizonandothercarriersto implementunlawful tariffs that includesubstantialovercharges.

Respectfullysubmitted,

Is! DavidL. Lawson
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